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William F. Caton
Secretary
Federal Communications Commission
1919 M Street, NW, Room 227
Washington, DC 20554

Dear Mr. Caton:

FEDERAl roMMlSSIO~~
OFFIC£ Of SECRETARY

July 22, 1996

REi Ex Parte Notice, CC Docket No. 96-1~Dd 94-1

On July 22, United States Telephone Association representatives met with Dr. Joseph
Farrell. The USTA group consisted of the undersigned, Jay Bennett (Pac Tel), Jeff Olson (SBC),
and Frank McKennedy (USTA).

The meeting centered around a discussion of topics in attachments A and B previously
filed in the above-named proceedings. An original and one copy are being filed for each docket
identified above. Please include a copy of this filing in the above-referenced proceedings.

Respectfully submitted,

Keith Townsend
Director
Regulatory Affairs & Counsel

cc: Mary McDermott
Joe Farrell
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William F. Caton
Secretary
Federal Communications Commission
1919 M Street. NW
Room 222
Washington. D.C. 20554

Dear Mr. Caton:

RE: Ex parte Filing, CC Docket No. 96-112 & CC Docket No. 94-1

USTA hereby files the enclosed document authored by Dr. Laurits R. Christensen,
Christensen Associates. entitled Treatment ofLEe Investments in Joint-Use Broadband
Facilities Under a Price Cap Regime. Dr. Christensen has been a principle co-author of
USTA's position on price cap regulation in CC Docket No. 94-1 and is a recognized expert and
author on the subject.

The purpose of this document is to explain why LEC investments do not require special
cost allocation or exogenous price cap adjustments. As stated in detail in Dr. Christensen's
paper. price cap regulation protects customers of regulated services without a need to allocate
costs or adjust rates, and also allows those customers to benefit from investment in new
technologies, including economies of scope.

Please include a copy of this filing in the record of each proceeding.

Attachment

cc: Chairman Hundt
Commissioner Quello
Commissioner Ness
Commissioner Chong
FCC Staff

'.tOl H STREET NW SUITE 600 WASHINGTON DC 20005 2164 TEL 2023267300 ; FAX 2023267333 INT www "". '"''



TREATMENT OF LEe INVESTMENT IN JOINT-USE BROADBAND FACILITIES

UNDER A PRICE CAP REGIME

Laurits R. Christensen
July 16, 1996

As telephone companies move forward with plans to deploy new technologies to

Improve existing services and offer new services, concern has been expressed that

customers of regulated traditional telephone services will be forced to pay for such

network upgrades without receiving the benefits from any resulting economies of scope

-- the lower level of cost due to producing a range of products using the same facilities

instead of producing the products separately. In response to this concern, proposals

have been made to somehow adjust the price cap mechanism based on an arbitrary

allocation of costs of these new technolQgies between the traditional regulated services

and new video or other nonregulated services. Any such allocation is unnecessary

under a price cap regime without sharing, and it is certainly improper to adjust prices to

reflect the removal of costs that were never included in the setting of rates. Moreover,

any economies of scope can be fully captured by an appropriate price cap formula.

This concern and the proposals that stem from it are, in reality, artifacts of rate-

of-return regulation and are misplaced under price cap regulation. As described in this

paper, price cap regulation protects customers of regulated services without a need to

allocate costs or adjust rates, and also allows those customers to benefit from

investment in new technologies, including economies of scope. Below I explain why

local exchange carrier ("LEe-) investments do not require any special cost allocation or

exogenous price cap adjustments.
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1. In a Price Cap .Regime Without Sharing, Cost Allocations or Changes in

Cost Allocations Have No Effect on Prices. In a price cap system of regulation without

sharing, prices are capped by a formula that has two basic ingredients: a measure of

overall inflation in the economy, and an offset to the inflation measure (the "X factor").

Prices paid by the customer are directly regulated by the price cap formula -- i.e.,

regulated prices cannot rise above the ceiling (the price cap index) established by the

price cap formula. This is unlike rate-of-return regulation where prices are indirectly

regulated through the authorized rate of return and depend largely on allocations of

revenue requirements to services.

Once starting rates for the price-capped services have been established, prices

of those services are regulated by the price cap formula, not by allocations of the

telephone company's costs. Moreover, the price cap mechanism prevents telephone

companies from passing cost increases through to customers via higher rates. In other

words, independent of any cost increases incurred by the company, the prices paid by

customers for regulated services are capped by the index. Thus, a company's

investment decisions concerning broadband facilities will not affect prices for price

capped services, contrary to standard practice under rate-of-return regulation.

2. The Measurement of Total Factor Productivity (TFP) Captures the

Benefits of Economies of Scope. When the offset to inflation in the price cap formula is

based on the differential between lEC productivity growth and economy-wide TFP

growth, higher rates of lEC productivity growth lead to a higher X factor and lower

rates of lEC productivity growth lead to a lower X factor.
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In the current review of LEG price cap regulation (GG Docket 94-1), the

Commission tentatively concluded that economically meaningful TFP should be used

as a basis for the price cap formula. My TFP study of the LEC industry has been put

forward by the USTA for purposes of setting the appropriate X factor. My study is

based on the total company results, as defined by the Commission's Part 32 accounting

rules. The Part 32 accounting rules take an economic approach to measuring revenue

and expense. Specifically, Rules 32.23 and 32.4999 specify that the company

accounts include not only all regulated services, but also all nonregulated services that

have joint and common costs with regulated services. Other Commission accounting

rules, such as Part 64 and Part 36, base cost calculations on allocation rules. The joint

and common cost concept has a well-defi~ed economic meaning while arbitrary

allocation rules have no foundation in economics. For this reason, I based my LEG

TFP study on the Part 32 accounts rather than the Part 64/Part 36 allocated portion of

these accounts.

Services with joint and common costs generally have "economies of scope."

Economies of scope for different services occur when the cost of providing those

services jointly is lower than the cost of providing them from separate facilities. If

regulated and nonregulated services have joint and common costs, a company will

generally have higher TFP if it offers both the regulated and nonregulated services,

rather than just offering the regulated services. This is because TFP measures the

ratio of Total Output to Total Input.

Because the TFP growth differential is the offset to inflation in the price cap

formula, higher LEG TFP growth (all other factors held constant) results in a lower
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ceiling on regulated prices. Thus, to the extent that joint and common facilities produce

greater output of either regulated or nonregulated services, the customers of regulated

services are better off.

3. LECs Investment in Broadband Facilities Should Result in Higher

Measured TFP Growth. IEC investment in broadband facilities will be used to produce

both regulated services and nonregulated services, such as video. Other parties in CC

Docket 96-112 have expressed concern that investment in broadband facilities will lead

to rate increases for customers of traditional regulated services. This concern stems

largely from taking a rate-of-return/cost allocation perspective on the process and it

ignores how price cap regulation works. As noted above, when services are regulated

by price caps without sharing, such investments or changes in cost allocations do not

have an impact on the pnce cap formula.

Given the current Part 32 rules, these broadband facilities and the services

produced by them will be included in the computation of TFP. Therefore, investment in

these types of facilities has the potential to increase TFP growth and, in a price cap

regime, will benefit customers of regulated services.

However, even under price cap regulation, some parties in CC Docket 96-112

question whether investments in broadband facilities may become a "drag" on TFP

growth and, thus, cause the price cap ceiling for regulated services to become higher

than it would otherwise be. For example, some parties have claimed that the

investments required to deploy broadband facilities will result in lower TFP growth, at

least initially. This, they argue, would eventually lead to a lower X factor, a higher price
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cap ceiling and, thus, the potential for higher regulated rates. This concern is

misplaced for several reasons.

First, it must be understood that incremental investment in broadband facilities

would only be a small portion of total LEC investment and would have a relatively small

impact on the overall level of TFP. TFP is the ratio of Total Output to Total Input.

Capital Input, which includes all plant and equipment in service used in the provision of

telephone service (i.e., the total stock of capital), accounts for less than half of the cost

of Total Input. In any given year, gross additions to plant and equipment accounts for

only about 7 percent of plant and equipment in service. Thus, even large increases in

new investments can have only a minor impact on Capital Input and Total Input in the

calculation of TFP.

Second, any impact of broadband facility investment on LEC TFP growth will be

minimized by the fact that the investments are likely to be phased in over time and not

all installed immediately. Because these investments will be spread over a number of

years, the annual impact of broadband facility investment on total investment (total

plant added) will not be large. Furthermore, because Capital Input in the TFP

calculation is based on total plant in service, the impact of this broadband investment

on the TFP Total Input calculation will be even smaller.

A numerical example can show the likely magnitude of broadband facility

investment on the growth in Total Input. Suppose that broadband facility investment

increases gross additions by 10 percent. This would lead to approximately a seven

tenths of one percent increase in capital. Since capital constitutes approximately 45

percent of Total Input, Total Input would increase by only three tenths of one percent.
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Moreover, this increase would be offset by any expense savings associated with the

deployment of fiber and other advanced technologies. Thus, the net impact of these

investments on Total Input (the combination of Capital, Labor and Materials) is likely to

be minimal.

Finally, the impact of these investments on TFP must also consider the

additional revenues generated by services that use these facilities. Up to this point, I

have discussed the worst-case scenario--i.e., the impact of investment in broadband

facilities on TFP with no corresponding increase in revenues from either existing

services or new services, such as non-regulated video services, made possible by the

investments. It is important to understand that all revenues from services that rely on

the new joint-use technology, including non-regulated video services, contribute to

.
Total Output in the calculation of TFP. Any source of revenues has the impact of

further increasing TFP growth, and thereby reducing the price cap index. The relative

success of the new video venture only impacts the size of the downward pressure on

regulated rates, not the direction.

4. An Exogenous Adjustment to the Price Cao Formula to Remove Portions

of Broadband Investment is Not Warranted. Other parties commenting in CC Docket

96-112 have also argued that the LECs should make an exogenous cost adjustment to

lower the price cap index to reflect the "removal" of common costs allocated to

nonregulated video services. Such an adjustment would lower the price cap index

directly, in addition to any reduction mandated by the price cap productivity formula.
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Again this is a retreat to rate of return/cost allocation type regulation and is

economically flawed.

First, to the extent such investment was undertaken after adoption of price caps,

the adjustment would "remove" costs that were not included in the initial rates going

into price caps. The only legitimate way to remove such costs exogenously would be

first to add them in as an exogenous adjustment. Second, as explained above,

adoption of a TFP formula fully captures the economies of scope associated with the

new investment. An exogenous adjustment would double-count that same impact and

penalize LEGs that make such investment. In contrast to the appropriate incentives of

price cap regulation, the result of such a policy would be to discourage making

productivity enhancing jOint-use investment.

5. Conclusion" Today's price cap formula protects customers of regulated

services from bearing the cost of investments in nonregulated services. The LEC

industry proposal for a TFP based formula would allow those same customers to fully

share in the economies of scope associated with the joint use investment. Mandating

an exogenous cost adjustment based on allocation to that investment would double­

count those benefits, and discourage making the investment in the first place ­

harming customers of both regulated and nonregulated services.
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• PARTE

V.lm F. C8IDn
AGIng 8ecnIIIlIIy
F....... CommunicIIIioi1 Commillion
MIl stap 1170
1118 II .... N.W., Roam 222
VU••hIngton. D.C. 20554

o.rMr. eaton:

Re: CC DocIcet Nos. 96-112, N-46 and 94-1

TadIIy 1he 8ltached Iller..deIvered to ChIirnn Hundt. Corm illioner Chang.
COIiI11J.lio.... .-., ComIni••locw QuIIo. K8nn1" M.~, Rk:k Cheslen,
Jim~, Joe F...,., D8n GonzMz. ......, JoMs, RegIna Keeney,
W.am Kennard, KaIhIeen LevIIz, John NakahIIta, A. RIchard Metzger Jr"
KenneIh P. Moran, Andnaw Mull%. .....w. 0III0n, Gregory Rots*Jn, and Anb
Wtlgren. Please 8880CIate this~ the above fafa:enced proceedings.

we are submlting two copies of this notice in accordance wiIh section 1.1208(aX1) of
the Commission's rules.

Please stamp and return lie provided copy to confinn your receipt. Please contact me
should you have any questions.

cc: ChIIInnan Hundt, CorrmiI8ioner Chong. Cormtissioner Ness.
CommiIaIoner QUIIo, Kenneth M. Ackerman, Rick Che8sen, Jim CoIharp,
Joe FaneII, Dan GonDJez. MenJdIh Jonea. Regina Keeney. MIllIn Kennard.
Kathleen LeviIz. John N8k8hata, A. Rictwd Mltzger Jr,. Kenneth P. Moran.
Andrew Mulltz, James W. Olson, Gregory Rosston. Anita wallgren. ITS
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Dear CWa_HuId:

b. CC Docbt Nos. 94-1~ 96-.t6..96-112

PACIFICti_ELL•
A PacIfIc T....is COlll~ny

I write to oppoee iIllChiad"". r ..... ill till NaIice ofPmpoled in
CC Docket No. 96-112 (tile 'Wodoej to.. agee our ....... and ...
network COIts.1 The Ca ',••,..to: 1) _ allilll1e ladilctor to docIte
COii.dOIl colts of loop ,..betw_ ed~ ad 2) nMIuce
our price cap ntes ICC*« ell'by an"'1 oaIt TbeIe ....would
DOt GIlly be .....11')' 1Dd bat 11Io co-I..-oty ofour_eltOn' CIIpital. They
wou1d chiI the PICe at coWd deploy video..~ advIDced services.
Funt.mae, as noted below, cIirecdy aw4tct wiIh prw¥iou ec- alion policyIt_.IDd eex.as' ill the 1996 Tel..........~ to ..
~ deveIopmeat, mcouraae cowpetition..elimRm 1mneoe-.ry rrauJIIiorL

Iftile Comnj'9lJn~us to IIIocate SOK ofcaWii_ loop COltS to ...
...., ........40 ofdle Nacicc••_ ....... he ""CiIIy. If'
we"-. tIaia alnSI' III a "WlaJf''' it will dIIRue our CouaDo8I..iaB
....,....,. Ova' S400 if • III"')WI' (dis "11 "'1DIn dIID 2'% ofour1lOtIl
....maua). Our IItlCMMtoIdIn wII ead up tile hi&" Iiace we are widIDut
1Il...... 1DUIoe oflllCO\lel)'''' CIImOt price our aMted .w.by••1wtoIy
lat. Thole IeI'vices me IU1Ijec:t to vipn'ius competifioIllDd we must price tt.DbMed OIl

.... faaton.

I
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July 19. 1996
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AllENDIXA

The eommiuiou has repeatedly inmd that the Part 64 rules ))totect ratepayers apinet
crou-nbeidy.

Cite
CcNn.PuNrm1IemaJul Pltaetli,..e: lWl
~ Corr&ptmy8tJNu- ... aIItl
n.r 1 LBCSof~, CC Docket No.
90-823, Report and Order, 8 Pee Bcd
7671, paras. 12-18 (1991) ("Computer
m ".and Orderj

1'.....Compcmy-Cable TeIeoiIion.
C,...lJunun1Up BuJa, Sediou 611.64­
U.58, CC Docket No. 81-216,
.JIMaoranclum Opinicm. aJWl 0nMJr ora.
~n. cmci 7'tini P'rJ.rtMr
Noli« ofPropoud~,10 FCC
Bcd. 244, paras 156, 161, 188, 169, 179­
182 (l9N) ('VDT Reeon. Orderj

~ of the Commiuicm's Rules
to &fobliah New PerSORGl
Communications Servica, GBN Docket
No. 90-314, Second RArport and OtvW, 8
FCC Red 7700, p8l'8.. 126 (1998) ("PCS
Rules Orderj

01407oa.01

Q1/Q OJ nQ7 'O~

Text
1W)e cJetermiD.e that our esittbar cost
~~ .•. COJI8titute a
reaIiItie amd reliable altemative to
at:nIC&ura1aepanUon to protect ap;nst
~.- Computer mB..and
0NBr,pu'a.1S.

-We reject cl.ims that we should ameDd
Part 64 becaU88 current rWes wouldllDt
pre....LECefmm improperly~
WIeo diIIltone IIOJIreIIIlated eemces. To the
eoatraIJ, we CODdude that exiltiaC Put 64
rules do Dot require modification to prevent
such an outcome." VDT. Recon. Order, para.
179.

-while we recopize the CODC81'D8 espJ98l8d
about LEe participation in PCB, -e also
find that a110winc LECs to participate in
PeS may produce significUlt eeoDoDlies of
ecope between witeHne aDd PCS networb..
.. In additio~we do not believe that
COIIlIUl1ters have justified imposing
additioDal coat-aceounting rules on LEOs
that provide PCS service.- pes Rules
Order, para. 126.
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